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ABSTRACT 

The general population of the United States is getting 
older. And more important, the life span of the nation's 
worker is definitely lengthening, thus increasing the number 
of those retired. Employment opportunities for the oldster 
are Slim, and as the ycuth of today does little to provide 
for the aged, the problem arises of providing security for 
those in retirement. 

The obvious answer is the private pension plan. In 
order to prevent increased governmental intervention, business 
.must undertake the task of prcviding this security. The chal- 
lenge is being met, as may be noted from the rising number 
of pension plans being adopted. However, the cost of pro- 
viding such security has made it extremely difficult for 
small business to participate. 

Since the definition of small business is apparently 
only an opinion, in this study, it is arbitrarily defined as 
one which employs 100 workers or less. 

Small business, according to this definition, comprises 
99% of the overall business of the United States. Because of 
this, the problems of small firms are vitally important to 
eur business structure. This study of material published on 
pension plans in general and those suitable for smsll business 
in particular, has been conducted in an attempt to present to 
small business an explanation of the pension planning problen. 


It is hoped that this explanation might prove to be an aid to 








noe 


small business in designing their pension plans. 

An established pension plan fulfills many needs for 
both the employee and employer. In general, the employee 
feels more secure, knowing that his old age is being provided 
for. The turnover is less, and a small business is provided 
with better employee-employer relations and a reputation of 
stability. 

No one plan can be adopted by all businesses of the 
same size. Hence, many factors must be considered. Among 
these sre: eligibility, which includes length of service and 
minimum and maximum age requirements; the normal retirement 
a@€ge; severance benefits, which are usually in the form of 
vested rights; retirement benefits, which consider fluctuat- 
ing purchasing power, past service credit and the financial 
condition of the employer; pre and post-retirement death ben- 
e-cs; disability provisions; and methods of financing. ine 
methods of financing are numerous. In the unfunded type 
there are the "Pay-As-You-Go" method, which pays retirement 
benefits directly out of the firm's working capital, and the 
“Bookkeeping Reserve" method, in which an employer accumulates 
a reserve as an asset of the company from which to pay pen- 
sions. In the funded method of financing, the costs of bten- 
efits are actuerially determined and sre provided by a fund 
accumulated during the productive years of the employees. 
Also, in connection with the financing of a pension plan, the 


employer must decide whether his plan should be contributory 








or non-contributory; and the advantages of pool, fSrea, or 
industry type plans should be corsidered. 

The various pension plans discussed in this study are of 
only the insured or partially insured type. Among these is 
the Individual Retirement Income Plan, which is appropriste 
for small firms regardless of their size. As a rule, the 
plan consists of contributing level psSyments to a pension 
trust with an appointed trustee, who invests these payments 
in individual retirement annuity policies usually combined 
with some form cf individual life insurance. Another plan 
is the Group Permanent Retirement Income Plun. This usually 
requires 50 employees or more. In this plan, life insurance 
coverage is made on & group basis, which includes those em- 
ployees unqualified for individual life insurance. The Defer- 
red Group Annuity Plan consists of purchasing on an annual 
Single premium basis a deferred annuity policy for each eli- 
gible employee. The premiums sre paid to an insurance ccn- 
pany, thus divesting the employer of further liability. In 
the Combination Plan or Blended Plan, an ordinary life in- 
surance policy with conversion privileges is purchased for 
each employee at the age of entrance into the retirement pro- 
gram. Also, prescribed payments are accumulated in a supple- 
mentary fund. At the designated retirement age, the life 
insurance policy is converted to an annuity contract by the 
addition of a lump sum payment from the supplementary fund, 


thus providing retirement income. In a Deferred Profit-Shar- 
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ing Plan, an employer contributes a certain percentage of 

his annual profits to a trust fund. This fund is allocated 
among the covered employees using 2 formula based on their 
wages, or years of service, or toth, and the portion of the 
fund credited to the employee is disbursed to him upon reach- 
ing retirement age. 

There are advantages and disadvantages to all these 
plans. However, many are in use and have proved successful 
in small business. 

an attempt to maxe specific recommendations to small 
business concerning their pensicn plans would be futile. 
Nevertheless, the individual company must keep in mind the 
needs of its employees, and design its pension program within 
the limit of its finances. The aid of competent advice from 
an attorney, banker, insurance agent, or pension consultant, 


is invaluable in making @ pension program successful. 








n» STUDY CF PitSICN Plamos FCR SMALL BUBINBSS 


Shines TI OM 

Only 5,000,000 people of age €5 yeers or older lived in 
the United States in 19720. In 195C, there were 11,50C,°0C 
which represented some 7 1/2 rercent of the total population. 
It is estimated that by the yeer 1980 we mey have as many us 
m,000,0CO rerscns in this eategory, which will approximae 
11-1/2 percent of the tetal population. ~ It seems Saree 
evident that our oldsters ure here to stay. 

hot only is there an increase in life expectancy of the 
general population but the werk force of the nation is defin- 
itely ageing. itortclity figures usually incluce the general 
population. However, the life expectancy of people in busi- 
ness and industry is ¢rreater than that eof this general popula- 
tion. This difference is due to the inclusion in the general 
populetion of many in a state of health which weuld not be 
acceptible in the tusiness world. The fact thzt there is 
Fresent an increase in the life expectancy of the werker has 
been verified by 2 recent study conducted by Mr. Ray if. 
Petersen, second vice-president end associcte actuary of 


‘ e ’ 
Peuiteble Scciety. A new mortulity table for pension pur- 





lusnat to Do about the Cld Folxs," Newsweek, March 20, 
fe50, Vol. 35, p. 53. 


2 a Sy 
"New Table Indicates Retirement Reserve Way Be Inad- 
eaagate,”" National Underwriter (Life Bd.), darehy 13, 1953, 
moe. Sf, p. Ll. 








poses am the result of thms* study. IThisseabic@aai ca 

hat in 1955 the life expectancy of aman et eee Gieie 
ly.°6 years; for a man &t age 65 in 1963, 15.51 years; gna 
mn 197 3.4 15 years. Cn cempt ring these figures with etre 
life exnvectuncy of 14.4 years as noted in the 1937 Standfre 
mnnuity Tatle, one car otserve the incressing trerd cf life 
expectancy cf our rresent and future workers. 

Exoerience has taught us that the ecHunces of cur clas mews 
Leing able to take care of themselves sre slim in the ,;resent 
Peyeand age. Cnrily abcut 1,50C0,00C of thcse 65 or older eceama 
Support themselves in 1942 on income from investments and 
BEovings. Yet, employment opportunities for this "fe cavemen 

[mrooor, At the peak of the war effort cnly one=tUirdaa. 
thea were eyplcyed, 2nd many of these on farm jotrs.* Hence, 
the uwijerity of trose 65 and older teceme retired, willimly 
Geeporwillingly «s the case may be. The past custom of tHe 
ycunger generation previdinr for their elders is disappear- 
mee. this disappeerance might be expleined by the hipfher 
meet Of living. Hewever, = more feasible renscn is the even 
increasing suturban way cf life. Regardless of the reason 
Meeecce lick of family provisicn for security of our elg@erme 


mie proclem cf their security is present, and must te solveds 
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Petersom, Ray. am, "Certainties and Uncertainties in 
merci tlanninm,” C.m.U. Joummed, inter 1953, ;. le. 


4tric., 1, pe le 








The Federal government has attenyted to prevent the prot- 

lew from becoming too serious by est2atlishing Federal Cld- 
Age and Survivers Insurance, popularly Known as "Social Secur- 
ity". The elipivilitmtrd benefit restrictions cf Sacwe 
security are not static, and have been wand probably will be 
revised from time to time. However, the tenefits provided 
by Social Security as retirewent pension to those past 65 
years of age ure far from edeyuate. They do not provide a2eh 
more than a subsistance income.? This fact has been payee 
ly expleined by President Eisenhower in his Junusry 14, 1954, 
message to Congress. 
The Socisl Security system is not intended as 4 substitute 
for private savings, pension plans, and insurance prctec- 
tion. It is, rather, intended as the foundstion upon white 
mRese Other forms of protection can ke sewndly built: 
mensecuently, further provision for old-age security is 4 
necessity. 

The ctvious arswer is the use of private pension plans. 
gt nas been said by economists that pensicn plans freeze the 
work force of the nation &fnd prevent mcbility of lator in 
Memes of national emergercy. a reply to this fear, is thag 
in 1950 men end women cf the age of 65 and older cemprised 12% 
of the re; istered voters. It is felt that eventually these 


men end women will te atle to vote in pension plans thet will 


& 
Alvord, Worgun H., "Combination Fension and Profit- 
Becringerlans ,” The Journal of Commerce, New York, June iz) 


moe. 








be extremély unpemgal«r to Buginess.. Ietcrder=tc Mev ent.— 
creased governmental intervetticn, accomm@@imied Gy iii ee 
anu controls, business must tuxe upon its shoulfers the 
private pensicn fe es 

another general impetus to the establishment of privaae 
pension plains was the VU. G. Supreme Ccurt"s rulin; on a Vege 
er court decision in the Inland Steel Company Case. In ef- 
fect, a: employer in interstate commerce must bargin on pen= 
Sion and retirement plans, if his emplovees' unicrn, quélified 
under the Taft-Hartleyact, desinds it. / 

The challenge has been uccepted ty business. The vriviete 
pension systex is not new by uny meaus. However, the growth 
Gaemumber of private pensicn plans hus sryrocketed in recene 
years. «st the end of 1952, it hes been estimuted that 
betweer. 15,000 arc 16,000 plans of 111 types were in effect. 
Tne figures of 19.7 show 6,7CO plans in effect covering 
fo20,000 people; and 1530 plans affecting 7CC,900 peoplema 
1940." The most recent evidence of the increasing growth in 
number of pension plans has been shewn in the first two 
Pemaths of 1953, when our plans were teing estatlished at the 


mece of ©,CO0O per wear.” Thus business is tiking hold of 





Cuoo Young to Quit," Eusiness Week, September 72, 1951, 
poe ich. 
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"Pensicn Ruling," Business Week, April 30, 1949, p.amiee 


8 
"Pension Funds, Fastest Grower of 411," Pusiness seer, 
merch 21, 1953, p. 128. 


Acoldstein, Meyer if., "New Trends in Pension and Frofit- 
sharing Pians," The Journal of Commerce, New York, June 19,1953) 
mer. -2360, p. 3. 


the problem o: security tor its older employees with Area 
interest. 

The prceblems ccnnected with estatlishing private pen- 
Sion plans are numerous. However, the most imrorta:..t single 
problem is cost. An estimate unde by the late Senator Taft 
Stated that it would cest qgl2 billion annually tc provi ee 
$100.1 month pension to everyone over the age of 65. It was 
feund that the 195C pension bill, incluaing toth gcvernmentad 
@nd private types, ccest cver 4” of the netionsz] income and 
Bre @nd one-hilf times the cost of the nationgzl dett. Semi 
is evident thxt pensicns have teceme the largest fixed ccst 
of our nation's econoay.t° This hiagn cost has mede Lu 
eecrenely difficult for snall business to perticipate In 
Private pension plans. 

In order tc perceive the pension protlem cenfronting 
small tusiness, it is necess:.ry to have some ccncepticn cof 
Mee syrithesis of small Lusiness. The actual definition oF 
Seall tusiress is nebulous at best. It 4ppeurs to be a 
meever Of opinion. Neturally, no ecnflict exists as to tie 
menimun size of @ smuklil rusiness. Hcewever, there is & FreaT 
M@ertererce of opinicn on the upper lift tc include small 
business. The Defense Department has included all h&ving 
500 employees or less as small. ‘Whereis the United Ctxtes 


Benate, in their J9L7 study of small tusiress, set the upper 





0 
MGest Of rensions ," Pcrbmne, January, 195C, vol. 4a 
me 10. 








limit at 100 employees, which incluued some four million 
small firms, or 99% of the business firms of the n&ation.. 
Recognition of small business as "an entity, with labor, 
agriculture and other groups", was made by an official Sen- 
ate resolution in Melee In their 1947 statement on nation- 
@al policy by the Research and Policy Committee of the "Come= 
mittee For Eccnomic Development", the Committee suggests 
several tests for smallness. 


1. Wernepement is independent. Usually the managers are 
also owners. 


Be Coetaleis supplied and@émnership held by &n indivige 
mol or small group. 





3. «area of operations is mainly local. Workers und owners 
are in one home community. iUarxets need not be local. 


&y%- Relative size within the industry - the business is 
smell] when compzred to the biggest units in its 
field. The size of the top bracket varies frectly, 


so that what might seem lurge in one field would be 
definitely small in another.1le 


Such definition is very meaningful, but dces not pinpoint a 
small business in size. For purposes of this study, a small 
business has been arbitrarily defined, as one which employs 
HOC workers or less. 

The importance of small business is paramount to the 
nation and its citizens. Cur whole system of business enter- 


Beise is tuilt upon the foundation of small tusiness. The 


lunges omall Business Get a Fair Shake," Fortune, 
October, 1953, vol. 8, p. 68. 


2 
Committee for Econozic Development, Meeting the Special 
mrotlems of Small Eusiness; New York, 1947. 








Research und Development Comittee of CED states their cpin- 
ion of small tusiness impertance in the following paragraphs. 


Healthy smull rusiness "eans much tc the fatric of 
Americar life. Sm:ll firms help to keep tip tirzs cn tie 
toes. The little eagle force competition in 


price, desirn and peamese? BY introducing new prod 
Co mich OGS ogy services, 1 Lusiness neips te check uF 


development of eee, 


Business may be "smill" in size yet ¢grent in achieve- 
ment. This was dramatically denonstrated during the war. 
Sing9l]] business ecften could get into acticn faster end 


Operute more flexibly than big business. The smell, Specie 


ized supplier often mude the cutput of huge wartime flirts 
possible.13 


Tn spite ci the great idportance of S&:ull businesama. 
Bor nation, many problems ccrfront small Lusiress which mugs 
jm esolved. Cne of the »rcblems ef major importance to Sram 
Business is thit of finance. In recogniticn of this, the 
Small Business #Adainistration (SBA) hés been estatlished Ly 
Cenress as & lending epency. 7 Another problem, along this 
line cf finance, is that of design and establishment cf &p- 
prepriate pension plans in small business. lost smsll busi- 
mess his found it extrenely difficult to develcp such programs 
Owing to the high fixed costs involved. In addition, the 
high cost of servicing small seccounts discourages underwriting 


: IU; 
ty insurance companies. 





Ta. espe 

Taide th, pll6- 
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in 1% rticul or, hasiee =) 6% 






ecnduc ven preser.t tc em@ll business “iigere 
mienotion of the pension plinning problem. It is hopediage 
mes explanation micht Preve to be anjg@id to Smell lusimees 


Medaesigpning their pension plans. 





I™S Nibo OF PstolU. Pinko bY SUall CUmiieve 

In this duy cf Ligh tuxes and liber competition, citamaam 
business must Struggle te niintain its position in its 7 gee 
The. opinicn that a pensicn plti: issmuchwtoc castly tome 
estatlished ty & small Lusimess shculd be Guestioned. In 
mony cases, it may increase profits rather then decree. 
en! Furthermore, many industrialif’ts feel thet Pema 
Plans, in the end, pay for ciao nee Bio In eny event, thee 
agre many factors which should not te cverlooked when the de- 


Peeeability of a plerned pension proerram is challenyed. 


Benefit To The somployer 
ineemel) Simm may have a desire tc fadgi2ietsommera 
OLligstion to those employees whe have served them feithful- 
imemenroighout the yesrs. The fulfillment cf such an otlie 
Ration by & firm in 2 small community miy te necessary to 
Memtain the good will of the community, Which helps @ttraer 
added business. +7 Superannuuted perscnnel may be gracefully 
memired rether than continued on the payroll, thereby in-= 


creasing operating efficiency and reducing ene’ Tras 





tees di. mw. w. Jr., "Pension Flanning", Life Bssecumimiag 
News, February,1953, p. 2°. 


Bocauurd, Clarence, "What You Should Know sbcut Pen- 
rors,” american Magazine, June,1951, vol. 191, p. 3c. 
Paid, 17 eee. 


eo Teal: Diao. 
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elimination of péewvermel otgclescence permits the influx 

of new ide&s. Furthermore, the knowledge of scheduled re- 
tirement of senior persennel enccurages the younyver employee 
in his thoughts of promotion, thus improving his norz lewis 
efficiency. In addition, the feeling el increstea ie 
Security encoursges the older emplcvee to give freely of his 
knowledge and skills in trcining youn;er employees who mip ht 
succeed ae The disadvantage of not teing atle te re- 
Smit 4nd hcld skillea labcr in competition witr. large corn-= 
cerns mey be nr Sees Such 4 reduction in turnover would 
undeut:tedly reduce ccests of employment, personnel trftining, 
Q@nd-acccrdingly, the cost of waste or breakage of material 
end machines. san established pension plan provides pro- 
Meericon 2feinst possibile future union demands, which mighs 
prove expensive.“? An established plan prevides for a ¢grad- 
ual accumulation cf the inevitatle pensicn expense, prevent- 
Beeeundue costs in an unrprefitable pericd. Such an existing 
Mean also mzy increase the retenticl value cf & business, 


24 


Meech, may encourage = buyer to pay ncre. Not to te fore 


mereeer, is thle tax eccnomy which is rresemt in an establgeee 


25 


eq plar. for the officer-owners of small ccrrporations. In 





ihe, 17a pe. 
gd ea peo. 


a 
a ike, 17) pe 9. 

ey 
ee els” Lets Cet Tough About Fersions, 
bh rrinted sales pamphlet 


‘ee, 17, p. 9. 
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ceneral, @ pension plan provides a sfcll  @aitess Wick tec 
ter explovee-=relagionc and © reputation ol ea sili. 
Benefit To The Employee 

The miowledge of security, at such time «s an employee 
is oblived to retire, cré@tes a happier, mere efficicnia. 
more loyal employee. The fear of & dependent old are is re- 
meved. He is atle to give more ccncecentrétion to his work, 
thus increasing his efficiency and possibly his pé;checx. 
smployee trusts are provided with tex advantages which per- 
mit a much faster accumulation of mcney for the emplcyee 
than he could personally save. In 4 non-contributory pem- 
Sion plan, the credit set aside for the individual is not 
taxable until the employee is usually 65 years of age, and 
eligible for double personal exemptions. These may be sup- 
plemented by extra exempticns for a wife over 65. Further- 
more, his income is reduced. Hence, his income taxes will 
Pee at & minimum upon retirement. In this way, an employee 
is again eble to save consideratly more through the use of 
mae pension plain, than by means of perscnal savings. #ecu= 
Sries ccntend that each dollar received by a retired employ- 
ee is werth »~1.30 in take home eae Thus an employee 


cultivates a feeling of accomplishment as his pension crecits 





20 rhid., ne Slo) ae Ie 
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accumulate. A pensjon plain providing a definite retirement 
schedule gives the emplo;ee greater assurince cf earned 
advancement. The realization of his inevitable retirement 
encourages an employee to initiate plans for his retired 
future, and hence is able to successfully meet the emctional 
and finencial adjustments of retirement. Such reelizatien 
falso tends to incre:ise his feeling of belonging as one of 
the permanent employees. In caddition, if insurance prc- 
visions are prcvided in the plan, the younger employee is 
@were of security for his family, and thus receives 2 boost 
in morczle. In effect, an established pension pln provides 
evidence to the employee, that his employer considers hia 
as a4 permanent member of the company team, and has the eme- 


ployee's interest et heart. 
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PEROICM PIRI PREVISTCNS 

:rior to choosirg a speoific plem fcr @ small Wusinecer 
un udeyguate Knowledge of the component perts of 2 plan mug 
te attained. Only too often™& play is Picked because seme 
lerger firm in the same type of tLusiness has successfully 
Weed this plan. Or, a plan @m@y have teen highly publicized 
Uy its authors, or widely proposed by unions. Frequently, 
pock & choice leeds to fint&neial embarrassment of one or both 
morties involved. lence, an alteration or amendment of the 
Mervial plam is called for. Such ection defeats the oripinel 
meepose Of © pensicn plan, in that it «ffects a demoralize- 
ticn of the employees due to a feeling of doubtful security. 
mea, too, the reputation cf the company is degraded. Ne one 
meer with specific provisions can te adopted by 111 tusiness 
of the same size. The success cf a private pension plan is 
Cased upon its atility te fulfill the specific reyuirements 
of the exployer and his employees. Conseyuently, an enumic. - 
ation and explénation of the altern:.tivesconcerning the 


various features of a pension plan is necessary. 


Blip ety 
The primary purpese of creating eligibility restrictions 
mmoO prevent undue finencizl obligation of the company with- 
Mee Some vilue in return. Cne purpose of c pensior plan is 
to limit the turnover of desiratle euployees. Since the 


meority of turnover occurs durirg the first few yeprs of 





- = 
— 
———_, 
_ _— 
—_ 
a 





service With the compiny, Service reg@tricticns ore Weems 
includea. This is particul®rily desirable for small Wisi 
with limited resources fron Which to “meet the cost of 7a 
pension plan. Service reyuirements tend to elimin:te fro 

the plan, snort time employees such 4S women, who only work 
mobil @e@rried, and others iff = pert-t ime catercry. Suck 
elimination reduces the expenses of record keeping and 2d- 
ministration for those whcse employment is likely to terninite 


aul 


eerly. When the plan is underwritten by an insurénce 
Company, service reyguirements provide some saferuard apeinst 
meywaing surrender charges often reyuired to return money tome 


28 


general fund. In 4 recent survey of pension plans involve 
me steill Wusiress, as hendled by their ccompsny, the Magea- 
epeasetts Liutual Life Insurarice Coxpany found that, “somennae 
tess thar 50% specified a waiting period of 5 years, While 

the beélance wixed at about 3 or , years, or in some instances, 
Sncrter reyuirements for present employees than for those to 


: : : = 
be hired in the future. "©? . 


Te further confine expenditures te the persernnel ucst 





ea! : : : 
Teoldstein, Meyer if. , "Pension and froefit Sharing Paves 
Mee Financial Handtock, Third Edition, Revised; section 23, 


Mee Honald Fress Co., 1952. 
3 
=“ Boyce, Cerroli, Hew To Plan Pensions; i:ew York , Segue 
Hill Book Company, Inc., 195C. 





—s\ 


p) 

29 5 letter received from Mr. ©. James Stephens, Manager 
of Pensicn Trust Sales, Massachusetts Mutual Life Insurance 
menpeny, OoOpringfield, Uassachusetts. 








likely ta remnmin «it! « fipsz, it i: custe@meyy, * cp sme 
sirms te enforce a tinimun eligitility seggirete oe... 
participation in the plan. The purvloss cf sich reste ie ees 
is cimilar to thut of the service reyuirements. It insures 
apainst the instability of youth. However, it may postyane 
part of the cost of an emplcevee's pension because of the 
meduced numtier of years of participaticn. FPurtsermcre, 

such a defermer.t, when a funded plan?° is employed, will in- 
Seease the annual cost to the company during these yeors. 
Frequently, the more restricted the eligitility regGuirements 
fare, the smuller are the retirement benefits received. aAn- 
memer OU jective of © minimum age restricticn ccncerns tye 
Mallineuness of & younger emplorvee to participate. if the 
established plan is of the centribvutory type, en empicyee 
Memnis early vears of employment m@y not feel able, or Simpy 
mack the desire, io participate in his future retirement 
plan.?1 anen an @@inlovee becoies cligeible at a later opee 
Mepis TZOre upt to have decided cn plans for future esado;- 
Ment, which: again, reduces the cost risk ef the employer. 
massachusetts Mutual's survey determined thit approximately 
50@ of the plans investigated reguired the employees tc te 
Sem ers Of ape before participaticn, ind the remainder res 


meercd tess. UYowever, perticip.ticn in very sew plans Was 
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nsllowed before the age of DT 
In a survey’ dated April 1, 1933, "nme ccnducted a, 

Charles D. Speneer and associates, IWe., for tHeir “smpleyea 

Benefit Flan Review-Research Reports”, 317 pension plans 

were analyzed, in which less than 1CO emric;ees perticipated. 

253 of these plans are definitely included by the definition 

of small business, as previously stated. frossitly more of 

the 317 plcns studied may be included. However, their total 

number of employees was not stated. This survey was ccn- 

@eeved On material obtained from leading ccnsultarnts threugnm= 

Ome the country ccncerning pluns estatlished in manufacturing 

firms, retail-wholessale firms, service firms and others net 

Meeruced in the previous cétescries. CF these 317 plons, 

62% or 197 used an age plus service requirement for eligibil- 

ity. the highest age requirement was 35 yesars with the lew- 

est rejuired age, if any, set et 18. However, in very few 

eases did the minimum age exceed 3C. The service reyuirements 


oe 


listed ranged from none required up to © years. In the 
majority of cases otserved, either are reyuirement, service 
mecuirement, or combinétions of toth were nected. Such re- 
ErmacLions appear to be advantageous in most small business 


Mensicn plans. 





ead, ee, veda. 
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There is &n advantage for small busines@ to include @ 
maximum age reqGuirement. This excludes from the persicnepeee 
ram these employees who nave attained an sage which would 
reyuire costly empioyer oblisation. Such employees might be 
provided for more economically ty “out-cf-pocket" payments 
Mpon their retirezent. However, this methcd cces not @ssume 
an older employee of future security, since there is usually 
no contract involved. The employer has ancther option which 
M@uate often is included in pension ccntracts underWritten am 
mesourance commanies. A minimum of 1 certain number cf years 
Service may be required past & certain age, to allow suf] 
mereient pension credits to acecumulste. For exacple, an em-— 
ployee hired at age 55 might be required to serve for 15 
Years pricr tc his retiremerit, although the normal retire- 
ment age might be 65. This option denies to the employer the 
movartege of releasing superannuated personnel. Unifortundves 
ly, company pension contritutions Gre approximately 4 times 
as much for an employee hired at age 5C, as for one employed 
at age 25,04 Nevertheless, in designing 2 pension pian a 
compromise of desires must be made. 

Further restrictions as to type of work, place ctl wore 
ema nature of compensation may be included in @ plan. Yeu, 
the present tendency is for full coverage with & pension rfro- 


gram, which reduces the need fer restrictions. Cne point 
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must be remembered in designing eligibility requirements. 

In crder to provide full tax-advuntage tc 2 pension progmam, 
the plan must be "qualified" 22 Such approval by the Buregs 
of Internal Revenue requires thzt the pension plan be nen- 
discriminatory as explained in Section 1€5(u) of the Revenue 


Sode. 


Normal Retirement Age 

ddany employers feel that an emplovee sheuld be retired 
wher. he is unable to earn his salary. Cther employers feter 
the inefficient use of the manpower resources cf the country, 
ewe ccntend that there should not be compulscry retiremert. 
meoOolution to this problem car only be ar opinion, and Hegigee 
Will mot be pursued in this study. Eowever, several aspects 
of tre yuestion should te discussed. 

The nornil retirement uge is usually srecified «et 65 
mers Of age. This is mszinly due to the fuct that Social 
Security benefits cc:mence at this age. Therefore, retire- 
mert prior to €5 would place the retired exployee in a dras- 
mreatly reduced income bracket. Furthermere, Socisl Secunia 
benefits are forfeited between the xges cf 65 and 75, if a 
person earns more than »~75 a@ month in empleyment ccverea by 


c 


36 ... : F ; 
the law.~ Hence, in order to take full advantage cf Social 
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Security, the age of GS hos been chosen &s the normal Petia 
ment age. 

It is true that all workers do not become superannuated 
at « uniform time. A worker’s apility to maintein hiswegse 
ficiency is mainly dependent on his type of employment. 3 mo7 
this reason, different types of business require considerébly 
different retiretent 2¢es. 

Another consideration is the desire of the employee. 
3000 policyholders of Northvestern National Life Insurance 
Company were asked their feelings towird retirement at age €5& 
2uy seemed quite satisfied. But 37% would much rather contin- 
me working. | Their joks had tecome centers of life tc Tiga 
Furthermore, the present trend of thcught of most unicns cp- 
Meees compulsory retirement. In fact, one of the major pro= 
blems ccncerning bargaining committees is the worker's self- 
determination of his retirement ee Hence, employers who 
fey OSrfain With qualified unions, must consider the retires 
meme age in possibly a different light. 

dine question of retirement cee is an important one, 
especially to small business. This question is vitally con- 
Meewed With a firm's financicl status. The actuarial cost 
per dollar of pension of retiring an employee at 65 is half 


eee Of retiring him “t sage 60,97 Corseguently, a lowering 


itindee , “Ommepen lis 
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of retirement age is unlikely in small business. Hewever, 
late retirement may be necesszry to comply with eligibility 
provisions. And toc, it is not unusual to allow "n employee 
to centinue active service with the consent of the employer 
until some later compulsory retirement age. This msy lead 
to poor administration of the retirement plan, 2nd it dec. 
defeat one purpose of the plan -- removal of superannuated 
personnel.” Until recently, an employer wes compelled to 
permit an employee to retire at the stated normal retirement 
ape of the plan. Also, if employment was continued with the 
sanction of both parties, additional employer contributions 
to the pension fund could not be made for the added years of 
employment. However, 2 new treasury ruling, ruling 33, per- 
mits an employer to provide pension credit for edditional 
employment beyond the stated retirement age, thus providing 
increased retirement benefits. So it appears that the 


trend is toward a higher normal retirement 4oge. 


Severance Fenefits 
In pension plans, severance benefits are usually pro- 
vided in the form of vested rights for the employees. This 
means that an employee upon severance of employment for any 


meason prior to normal retirement are, is permitted to with- 


4Orpsd., 27, pe ly. 
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Graw a pertion of the contributions made in his behalf ty his 
employer. Usually, vested rights are provided only on per- 
manent severance of employment, en discontinuance of partici- 
pation in a voluntary contributory pl&hm, and cn death pri: 
iO canteens This severance benefit, vested, due to 
death prior to retirement, is paid to the employee's desif- 
nated beneficiary. Employee contributions &re usually re- 
turned to the employee or his beneficiary on death, with or 
without caccumulnted interest. Such return of employee con- 
tributions are not included in the vested category. (‘nen 
vested rights sare provided, the employer's ccntribution msy 
be withdrawn in the form of cash or in the form of deferred 
benefit, as specified by the plan. Deferred benefits are 
recommended. It is not, however, necessary to include vest- 
ing privileges in a pension plan in order for it to qualify 
under section Or (ar) of the Internal Revenue Code. FEowever, 
the decisions of the Bureau of Internsl Revenue concerning 
Vesting are not always predictable. But if the plan to te 


Ge-tified in no wey discriminates in favor of 2: certain 


category of employees, either in sense or in word, the plan 


will usually be qualifiea. 
Vesting privileges are provided mainly to increase 


interest in the pension plan smone younger employees. Such 


42144, 27. 
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increased interest can be &ttributed to the cre imimegiave 
bez.efit to the younger exzplevee as previded Ly vesting it 
also provides some feeling of security te the employee «hese 
thoughts are rar removec from retirement. Vesting rights 
allow unhacpy employees to sever themselves from the employer, 
Methout having to remain te protect their pensicn crédite. 
This may be or ccnsiderable benefit to the employer. He may 
a@iso rely on the vesting rights established by his pensicn 
Seeerict to allow him gracefully te remeve physically dig= 
abled end even incompetent emplcyees, prior to normal retire- 
ment. 44 
Since the inciusicn cf vesting privileres is ccontrover- 
meer, thererere alsc disadvantages. Cne argument is based 
on the premise that employee turnever is increased with vest- 
ing. However, this may be ccmbated by the use of gradual 
Mee wine by means of an initial waiting period before vesting 
is allowed, and then ty the use of gredual vesting in which 
mee vested right increéses with years cf service. The young. 
Pmeciliss of employee, to which most turnover isweattriwuted,; 
wenmld receive no employer ccentritutions. It would fict be 
until an employee had served a specified numter cf years, 
when severance would be less lixely, thet his vested rrivi- 


vate 
leges weuld become costly. ?7 Mme latter case introduces 
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the most importent disadvantage---the cost involved. The 
cost te the employer of his pension plan may be reduced tay 
unvested contributions assigned to a2 severed employee. The 
cost benefit to the employer is dependent upon the tyne of 
retirement plan in use. Another disadvantagemmay be ottriam 
Puved to the increased administration costs of vesting sine 
Self administered or trust type of plan. To maintsin recormag 
and the whereabouts of an employee who has early severed his 
reliticns with a firm, will undoubtedly be expensive and dif- 


ficult.7° 


ime cecision cn vesting privileges is a problem of 
mameence Of the coupsny's desires. If < firm is ceupeble oe 
previcing severence tenefits, and still provide the retire- 
mer.t benefits which 4n emplcyee needs, such & severance ben- 
efit is highly recommended. Hewever, if c limited budget 
PeewillS, 2s in most sm@ll tusinmess, the most importent prose 

1 

feeeacns should be orcvided eed 

Pie populgrity of vested rights is apparent in preéesem: 
Plans. Unions have become ;reat advocates of vested rights. 
mem, in Moin; pool or area pluns as preposed ky unions, grade 
peevestinge provisions are used. Such plans previde full 


meering in member firms, but apply restricticns to severcnee 
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from the includetiw@mwiec, imalStry or poco) plas? In the 
plans included in the survev, comducted By Charles D. Siena en 
and Asscciztes, cver 115 different vesting methods were 
found out of the 317 plans surveyed. Their research reper, 
mngicated three main vesting provision @mmtterns. 
1, fertially-graded vesting startine the first year plums 
tne same percentare eich year until 100% vested, with 
several variations where the initigi percentepem: 
increused or Gecreased. There are 46 plens on that 
Cees Or GboumlAs, of Tiea total. 
ee Furtially-=ereaded vesting after an initial weitinp peraee 
ranging frem one year tc 15 vears. This is Simij@ie 
the first methed exceot for the waiting pericd. Timea 
are 169 plans on this basis, or about 52% of the teuam 
3. 100% vesting after a period of time, with an “fe quali- 
fication in some cases, is provided under 28 plans cr 
nearly 19% of the total. 
@ieerepcrt alsc indicated that the most porulaur waiting pe= 
riod used in sraded vesting provisions was 5 years 47 

An employer must analyze the vesting problem carefully, 
especially in small btusiness. Needed funds should not be 
Civerted from the primary plan purpose for less important 


benefits. Yet, if severance tenefits are specified, they 


must te included in the plan &s a sincere gesture. 


Retirement Benefits 
The decision of how large the tenefits at retirement 


Bmeula be, is of great importence to an employer designing™a 
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plan. The ;amsicns receiveu By hic emglovees must be sua 
cient to provide @n adeyguate stenderd of livingvaiter rem 
ment. 4S 2 rule, the cost of providing such ynensicnis Pome 
limiting factor. The decision by the employer of the apepro-= 
priate and possible ccest oblifaticn is a ’séricus one. Wien 
such decision depends the success or failure of the pension 
plan. If the pensions provided are high enough to recuire 
meeundue expenditure on the employer's part, the plan Wedd 
feat. Similarly, if the pensions provided are tco small, 
Mme plein will fail. Benefitswawhich sre toc small tend te 
promote disinterest of the employees in their pensicn plan: 
Such benefits can not provide adeyuste retirement income, 
which may force the pensiconed emplovee into becoming € prob- 
Mem Of the community. Such &n occurance weuld undoubtedly 
Nave a serious effect on the firm's putlic relat tonee 
mithough coutributory nluns usually increase the retwias 
ment pensions received, the concensus of opinion of Indus- 
Moral Relations men of teth large and small comprnies, is 
that 40% of the employee's wage at retirement is necessary 
to provide retirement with the minimum amount of frictieniem 
hetuaries contend that after retirement there are no 
menper any payroll deductions. Social Security ‘cenefits are 


free from Income Tax. and, with reduced income in employee 
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ie placec in 2 lower tux brucket. Fartheraore, a0 eaiic es 
us@ealiv has re@red his family, proeb@bly paid {cree eae 


ard hes paia upect ledst some policies cf Yas iy.surtacesa ce 


BisSc, @i 
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gram. Stimate hus Leenwmade that 2/3 of the fame 


ilies of the United States nre net solely iiepencent, after 


fg 
mene worker's metirement, con praisiem benefits eee 50g 


appears thrt the 4C¢d figure is protebly fair. 


LO% of an employee's antual expensive item 


e, come ~ fom a) 
spel rely, S roL AR 


Meeprovide. The setual eccst ef broviding = €5 year cla ming 


mee & month pension far life is 2 striking» azount. “7 yoee 


to $1€,0CC would te reyuired to provide such 1 pensicr., if 
purchasea with a single pxvment. Needless tc these 


Say, 
figures are fair more impressive than the $100 a menth benefit. 


This tenefit would be approximately that received upon retire-= 


ment by an employee earning un average menthly salary of 3435C, 
mem 2 berefit cf 13; of the average selary is providec. If 


@reer tc provide a similcr benefit, an empiover would prova@aiy 
& 

contribute $20 to ~25 per month for the average employee.7> 

Hence, the final decisicn cf an emplcyer to pay ary speciile 


Seis in his pension program must tLe = sound cne. 


another problem for consideration 
deciding upon the emount of retirement 
providing adeyuate purchasing power te 


Mere to in inflaticnary environment, an 
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by the employer when 
benefits, is theater 
the retired employee. 


employee, on retiring; 


The 


fOr }ensicns; 
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miy tind thot Af pensicn s¥evicudly thankht aienus te aa 

turn out te be definitely insdeuucte. hig) purchiesmeaeees 
may be drasticailly reduced, and similszr embarrassment to 

that ;revicusly mentioned, may occur. To ccispensate for the 
loss of purchasing power, the United Auto Workers Union has 
proposed demands that cost-of-living escalator clauses be 
extended to pension eae ancther answer to the loss cf 
morchasing power is the use of a Trust type néension plaimor 
Benbinations thereof. It hus been suggested thet 309 Somes 
of Trust Fund capitel be invested in commen stocks which have 
& tendency to fluctuate in value along with inflated prices. 
Hence, & retired employee's share of the pension fund would 
emso fluctuate, therety increasing his persion during risa 
Prices, and decreasing the pension during the defletionary 
Beriods.°” Deferred Profit Sharing Flans have else been éd- 
vocated us cures for fluctuating purchasing power. Some peo- 
ple contend that there are psychologicel objections te the 
retired employee, who receives ua pension of a fluctuating 
amount. Nevertheless, it would seem douttful because of the 
Usual lack of availatie funds that a small business would be 


able to provide benefits to compensate the loss of purchasing 


power. Hcewever, one possitility might Le the use of a Defer- 
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red Profit Sharing flan or Trast Mana lypest tape ee 
fund invésted in common stceck. “slick sups@esticrs, “asec ve 
beer mentionea, ado not provide & firm with the ability ve 
budget Gnnual pension costs, and hence, gre usually vende 
Cnewof the most difficult problems™@n emplomer faces 
when designing his pension plan, is the m@tter of providiage 
retirement income for the years previously served by his em- 
ployees. Nnen a pension plain is adecpted, many employees 
Revere aiready resched an advanced @ge. In order to provice 
these emplovees with an adequate retirement income, their 
years of past service must in some wey be considered. This 
problem arises when 4 percentage type benefit formula is 
being used. The cost of past service credit may prove stag- 
Peine.”! This fact has often discouraged the initial estat- 
lishment of a pensicn program. However, costs may be kept 
moneda Minimum vy refusing to credit past service. Such prac= 
tice will probably preve harmful to the success of the pen- 
sion program ard is not recommended. Nevertheless, it is 
me Opinion cf some employers, that future employees should 
not te penslized by receivirgy inadequate Lenefits because of 


@meesailure or inability of the firm in establishing past 


Ee em, George J., "Taking wane Garztlie Cut of Fens 10s 
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service funds. ancther remeay may ve the establishsent of 
higher eligibility restrictions. Cr, only a2 sgecifieu yaar. 
or Past service may be @llowec for credit cclem@aia= 
oe The most commem Selutict iw tdasvar;ethe perceman. 
of annunl] wage Letween pst service and future service bene- 
meoe. wnen the annuel were of the employee, at the tine ver 
eaecticn of the plar, is used te determine pact servite Ven- 
efit, the past service percentage is often 1/2 or 3/4 of the 
future service pape? In any case, 4 decision must Le made 
memeeO the Ytilization cf past service. If the decésion 7s 
Merc’ Mie past service tenefits, the cest of funding such 
Mere tts ma, be pela in «1 lwo sum cr Girortizced over mw pericc 
Pieee Or mere yeirs. The vayment of a lump sht tees herve 
Beeeweav:.tage of acquiring tex free interest, which in turn 
eee. reduce future pension cUlifpetions. Hewever, this meth- 
meme, CCVering the cost of pest service tenefits is usually 
Mere; Dlicable to small business because of the amount or 
Ome! reyuired. i a1ertigeuicn cl the pest service 
Semeeations is decided upon, the sum may Le amortized cver a 


60 
mer od Of years up to ever 0 years. The only restriction, 


Mmecei On such amortization by the Pureau cf Internal Revenue, 
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memetnat 4m emplo:er is not Sllowed tc deduct from his income 





fie, oy Ce Sl. 





i@s) 
~s 
P4 


An 


Bete. 22’ 





i | 
C'Refer to Popenaix B for"s@maple cost iigures. 








an amount exceeding 10% of the past service pension costs in 
any one year. Such restriction does allow for a carry=cver 
deduction for any period in which the maximum amount allowed 
is not conucammeea.° However, it is improbable that this 
would occur in a small tusiness, unless the firm's profits 
had high fluctuation. One contention is that during excep- 
tionally profitaLle years, as large an @mount as possible 
should be contributed to take advantage of the untzxatle 
interest provided. Whe@either of the above methods of pro- 
viding for past service is used, it should be remembered that 
the past service problem will gradually die out as the long 
service employees are retired. 

In designing ©& retirement renefit formula a study must 
be made of the personnel dats, the history, the policies, and 
mee tinancial condition of the employer. ©2 with these con- 
siderations in mind, an employer may choose from four major 
benefit formula types. One type, the "Flat Benefit Plan”, 
provides a specific amount of retirement income to the employ- 
ee, regardless of salary or length of service. This method 
usually provides for a very high eligitility age, and the 
possibility of dissatisfaction among the employees. Most 


plans contracted with unions have evolved in this type. 


Slinia., 27, pe 1d. 
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Nevertheless, the unions are not expected to remain satis- 
fied with such benefits. Consequently, few small firms en- 
ploy this type of plan. 

A second type, the "Flat Percentage of Income Plan", 
provides retirement income based on earnings. The earnings 
may be average annual wage, the highest annutl wage received, 
or the average annual wage over a designited number of yenrs 
prior to retirement. In any case, the 2nnusl ware as e@ rule, 
includes only base wages without overtime or bonuses. This 
type of formula usually determines tenefits by aprlying a 
certain percentage to the average annual wage of an emplovee. 
The Charles D. Spencer and Associates survey determined that 
25% of pay is the most popular among the small firm plans 
analyzed. However, the percentages used varied from 60% 
(less Social Security) down to 10%. They e2lso determined 
that about 299) of the 317 plans used this type of roviuielee 
Nevertheless, it is not recommended, because the costs are 
usu2lly high for workers who are employed at a laste &ape. 
Furthermore, benefits provided may tend to be out of pro- 


6, 


portion to services rendered. Yariations of this type ou 
formulas are being used, in which a small percentage of past 
Gea future service pay, say .5%, is added to a flat percent= 


age of the employee's psy. 
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A third type cf formula, "Percentare of Pay Times Years 
of Service Plan", is prebably the most popular methced. §It 
takes into account both the duration of service rendered by 
the employee and the &nnual pay which he has received. Var- 
tations as to the definition of pay may be used in this 
formula. If the average annual wage is used to determine 
the retirement benefit, the pension costs may be accurately 
ccntributed. However, if the average annual pay for ten 
years prior to retirement is used, an estimation of the cor- 
rect contributicn during the early employment years is dif- 
ficult. Hence, the possibility arises thet an employer might 
be unable tc meet his future otligations during low profit 
years. 113 plans, or 36% of 211 investigated in the atove 
survey, used the "Percentage of Fay Times Years of Service 
Plan". Of these plans, a variation was observed in the use 
of different percentages for past and future service pey. 

Of those with split service percentages, 1% cf future service 
pay plus .5% of past service pay wns the mest common. Cther 
variations observed were .5% past service plus .75% of future 
service, and .75% of past service pay plus 1% of future 
service pay. A little over half of the 113 plans used the 
same percentége for both past and future service pay. The 


K 
most prominent figures were .75% and 17,09 If the "percent- 


age of annual income" variation is used, the retirement 
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income is provided ty the percentage of erch years annual 
income, while it is being e&rned. Therefore, the employer 
is ewpeble of accurately planning his pension costs ee 
disadvantage to the “Percentage of Pay Times Years of Service 
Plan” is that highly skilled men or men of outstanding Guaeee 
fications, who acre brought into a firm after they have 
reached a later age, do not receive adeauate recognition. 

To overcome the obstacle of inadequate recognition, 
"The Churchill Formula" has been devised in which & combina- 
tion of the "Flat Percentage” and the "Percentage of Pay 
Times Years of Service Flan" has been dtmmgece” A descrip- 
tion of this plan has previously teen noted as a variation 
femecne “Flat Percentage Plan”, This plan may be _appropriave 
for small tusiness in special cases, and it is being used. 
In the above survey, 5 of the 317 plans installed provide for 
30% of pay plus .5% of past and future service, and 4 plans 
provide 20% of pay plus the same percentage for service a 

The decision to be made on the emount of retirement in- 
come, and the design of the benefit formula to be used to 
provide this income, are obviously critical ones. It should 
be remembered that the employer must strike a balance between 


the interests of his employees, and his ability to pay. Thus, 


the retirement income provision of 2 plan is cf vital impor- 
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tance to the overall success of the perisicn progrsmn. 


Other Supplementary Benefits 

In most pension plans some provision is incorporuted to 
provide pre-retirement death tenefits tec the included employ- 
ees. Such a provision is a means of providing family secu- 
rity for the young employee, whose benefits, under nost a 
of plans, will not have accumulated. The young employee may 
neve greater family responsibility during his esrly years 
of employment, and hence, if possible, desires the provision 
Tor his family's immeditte security. If such provision is 
included in the pension plan as insurance, which is the most 
common method, the employee must include as taxable income 
meeepcrtion of the emplcyer's contritution attributed to the 
employee's death benefit. 

Post retirement death benefit previsicns are ususlly 
incluaed in insured pension plans. Such provisions cre pro- 
vided by © clsuse designating benefits for life or term years 
assured. s:fter death, if denth occurs prior to 10 years from 
the date of retirement, the retired exployee's beneficiary 
receives the balarce of the assured payments. However, in 
most self-funded plans the pension ceases upon the death of 
the retired employee. If the plen is contributory, the em- 
ployee's contributions, not applied to a life insurance pur- 
chase, are returned to the beneficiary with or without inter- 


Soe another variation is to return the employee's ccontribu= 
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tion, minus the &mount of pension received since retirement. 
Disability provisions are sometimes provided by a small 
firm's pension plan. Some insured plans include 2:11 such 
benefits in a packaged type plan, where the savings accrued 
by one benefit supplement the expense of snother. Hence, 
the total cost remains within reasor.. However, the thought 
that added expense accompanies each tenefit, must not be for- 
gotten. The provision of retirement income is basic to a 
pension plan, and must not be penalized ty an overabundence 


of supplementary tenefits. 


Financing Methods 

The actual cost of a pension plan is commonly said to 
be made up of the payments made to employees after retire- 
ment, plus cost of administration, minus income, if any, 
earned ty the plan. Pension costs cannot be accurately 
calculated in advance, since they depend on such things as 
the employees' mortality rate, rate of severance, rate of 
disability, and interest on money involved. Many methods of 
financing pensions have evolved due to this inebility to 
predict pension costs accurétely. 

One financing method is referred to as the "Pay-as-Ycu- 
Go" method. It is of the unfunded type, which means it is 
not provided for by an irrevocable trust or underwritten by 
an insurance company. In essence, this method involves pay- 


ing retirement benefits directly out of the firm's working 
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capital, as the benefits become due. This method appears to 
We the che@pest during tkh® initial years of a plan. 7puee 

as more employees retire the cost inevitably increases. A 
recent study indicated that for a specific plan, the "Pay-As- 
You-Go" method cost less for the first 17 years. At such 
time, the cost of this method exceeded that of funding the 
same Pia °° AGvocates of this method ccntend thet young 
firms, and especially small firms, are in need of working 
capital, which would be required by the funded method. How- 
ever, @ pension plan may provide more working capital. In 
other words, it is permissible for a company to borrow from 
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its employee pension plan when set up as a trust. 
disadvantage of the "Pay-As-You-Go" method is its failure to 
provide for employee security. This method does not fuarantee 
the continuance of a pension during poor profit years or when 
a business changes hands. Furthermore, there is no tax saving 
except on the actual pension payments made to the employees. 
In short, this method of pension financing is not recommended. 
Another variation of the unfunced type of financing is 


referred to as a "Bookkeeping Reserve”. In this method, an 


employer accumulates a reserve from which to pay pensions. 


So Tpadk , Oi ips 22. 


Pee nastein, Meyer M., "Tax Pitfalls In Pension end Profit 
Sharing Plans in 4 Defense Economy," Reprint from Proceed- 
ings of New York University Institute on Federal Taxation, 


ED. 








However, this reserve is maintained as an asset cf the com- 
pany. The provision of exzplovyee security is agiin missimee 
since the reserve may be used as und when the firm wishes. 
Hence, the capital necessary to pay benefits muy not be svail- 
able when needed. The reserve bhelengs to the employer, and 
mois subject to changes in policy and to the rights of 
creditors. Also, interest earned ty such reserve is sutject 
to corporate income tax. Hence, this variction of unfunded 
type financing is nlso not recommended. 

mne popularity of funded finenmcing of mension plans ais 
maarcated by the recent number of funded plans. In 1952, 
about 16,000 pension plans were of the funded type. (0 Such 
populerity is not unfounded. In the funded method of fi- 
nancing, the costs of the benefits are actuarially determined. 
The retirement venefits are provided by a reserve fund estab- 
lished during the productive years of the employees. 

The reserve fund may be provided in several ways. "Level 
Payments" actuarially determined, may be contributed to the 
fund during each of the employee's productive years. Hence, 
the pension benefits are provided out of profits from current 
production, and the employee is helping to provide his own 
retirement income. By using level payments the employer's 
contribution remains the same throughout the duration of a 


worker's employment. However, another means of funding, 


Nadia. , 27. p. Uh: 
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called "Step-Rate Funding", Srevides @ rising cost 6@cer Weer 
for a unit of retirement income. In this method, the cost 
of each year's pension credit is funded during thet yee 
Both of these methods are actuarially sound, since the amount 
of contritution provided is adequate to fruarantee the retire- 
ment benefits promised, providing the assumption on employee 
Mortality is correct. /¢ An inecrrect assumption in estima 
ing the mortality rate of the employees of a small business 
could produce disastrous results in the concern's ability to 
pay its pension obligations. However, this danger is pro- 
vided for by applying a statistically calculated safety 
Mmerpin tc the emounts funded, or ty basing the mortality as- 
sumption on the combined personnel histories of several sim- 
1 USB companies. (7 
There are numerous advantages to a funded plan. Only a 
funded plan may be "yualified" by the Bureau of Internal 
7h 


Revenue. Such quelification provides several tax-advantcges 


within linits prescrited by section 2§(p) of the Internal 


Revenue Code. Contributions of the employer may be deducted 


eee, of the New York State School of Industrial and 
Memor Relations, Cornell University; Prepared by the G. 
Gilson Terriberry Company, Februery 4, 1954. 


iP tpia.. 28h. i. 
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from taxable corpornte income during the years in which con- 
tributions are made. Also, any interest earned by qualified 
pension funds is exempt from income tax. Furthermore, retire- 
ment income, as previded by a qualified funded plan, may be 
considered capital gain in retired employee income tax cal- 


75 


eulations. Thus, the funded plan costs less. In a reéceay 
study concerning the cost of identical benefits as provided 
by funded and non-funded plans, it was determined that, after 
tax considerations, the cost to the employer, when using a 
funded plan, would be less than 2/3 of the cost reyuired by 
a non-funded sae 
The advantage Bi security is emphasized by the funded 
method. The fund is always svailable to pay retirement in- 
come to the emplo;yee upon retirement. Furthermore, since 
this plan is ususlly qu2lified under the Internal Revenue 
Code, the employer is not free te terminate the plan withcut 
the Bureau of Internal Revenue's consent. Such consent is 
only given when the discontinuance of the pian is required 
by business necessity. If termination is ellowed during the 
Barly years of a plan, the employer will be taxed on his pre- 
vious contributions. Therefore, it behooves an employer to 


Pereerish & plan which he is able to continue. Thus, the 


employee's retirement is further fusranteed, which tends to 


rsa. By. peo li. 


feria. 169, p. 36. 
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to maintain good employee relations. 

Another argument is often suggested in selling funded 
plans. The funding method of financing pensions is analo- 
gous to the method used in machine replacement, where the 
value of the machine is amortized throughout its productive 
life. Similarly, the cost of employees retirement should be 
amortized throughout their productive life. In this way, 
the costs of the pension sre provided during the years of 
the worker's employment, rather than by requiring excessive 
costs at possibly some less profitable future time. !/ Since 
the employer's pension obligations are provided in advénce, 
Emespossibility of 2 small firm's needing to terminate the 
plan due to tusiness recession, is reduced. Thus, the en- 
ployee's retirement income rewains secure. 

Past service credits are usually previued with a funded 
plan. This fact is considered by some as a disadvantage bte- 
cause of the initial capital outlay when establishing a plan. 
However, since in 5 qualified plan, an employee is permitted 
to amortize this amount over as many as 4O years, the past 
service credit is not a1] initial payment. 

Another advantage to funding a pension plan is thst 
this method is conducive to coritributory aid by the employees. 


Such employee contributions may be utilized to reduce the 


cost of the employer's obligation, or they may provide in- 
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creased retirement income for the employees. In the funded 
plan, security is provided to employee contributions, since 
the fund is not availeble to the employer &s operating capi- 
fo)... 

After consicering the previously stated advantages of 
the funded method of financing, it is highly recommended that 
a pension plan be funded. Furthermore, in order to take full 
advantage of the funding principle, it is recommended that 
funding of a plan should not be postponed. Such postponement 
of funding for the retirement of any specific group of employ- 
ees only increases the cost of retirement. 

In connection with the financing of 4 pension plan, the 
decision must be made by the employer as to whether his plan 
should be contributory or non-contributory. Emphasis was 
placed on the use of contributory plans during the war years. 
Mias Was partially due to rulings of the Ware Stabilization 
Board, which disallowed ware increases to attract employees. 
Furthermore, the presence of excess profit taxes diminished 
the cost of employer contributions. However, the trend is 
returning to contributory type plans, since federal corporate 
income tax rates have been reduced, rendering employer con- 
tributions less valuable as tax deducticns. In a pension 
study conducted in 1949 which covered 255 companies of vari- 
ous sizes, it was determined that 60.5% of smell firm plans 


were contributory. This proportion was slightly higher thsn 
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in larger groups. Nevertheless, advantages to beth meth- 


ods are available. 


tig 


In thewnen=eontributory plan, the employer has com- 
plete freedom on the decision of benefits and retirementge: 
The plan covers all eligible employees, not only those who 
mesh tc participate. Furthermore, the employer's ccntribu- 
ticn retains a tax-advantage; whereas any contributions from 
the employee would be included in the employee's tnxatle in- 
feme. «aA reduction of cost is &1s50 attributed to the reductian 
in administration expense, when a non-contributory rlan is 
used. Also, the credit for the pension plan is completely 
vested with the employer .°° 
Ga the other hemd,a contributory plan, ?- does reduce 
Geewemployer's ccntritution to some degree. Enthusiasm fer 
tme plan is stimulated tecause the contributory plan usually 
provides more literal benefits. snd too, the plan pronctes 
thrift on the part of the employees. Such employee contritu- 
Gems, 2S 2 rule, build up interest which is applied tc the 


amount of contributions. This promotes liberal vesting to 


the employee and death benefits to his beneficiary. Further 


scompany Pension and Grour-Insurence Plains: Cest Sher- 
Bey Monthiy Labor Review, March, 1950, vol. 7C, p. 298. 


Drefer to Appendix A for glossary of terms. 
“es hid In Drafting Pension Agreements; 1953, National 


Life Insurance Company, izcntpelier, Vermont. 
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43 


appreciation of contributory plans has been shown in numerous 
union negotiations, where the union has indicated the willing- 
ness of its members to contribute to the pension oleae In 
short, a plan, which is partially financed vty employee con- 
tributions, has numerous advantages. 

The ccntributions of the emplovees are normally applied 
to the cost of future service credits; whereas past service 
credits are paid for exclusively by the employer. Also, where 
life insurance is optional, its cost is usually provided for 
out of the employee's contribution. 

Although the present tendency is to estatlish a contribe 
utory plan, the percent of cost which is ccntributed ty the 
employees hus been generally reduced. The previously mention- 
ed survey by Charles D. Spencer and sssociztes reported tht 
tne larger number of small company plans call for the employ= 
ee to pay 1/3 of the total cost. However, methods using 25% 
and 20% appeared almost as frequently. Several plans, report- 
ed on, besed the contributions on a small percentége of pay-- 
for exemple, 3.5¢,°9 

The general consensus of opinion on contributory plans 
has been well expressed by &@ small company in describing 
their own plan. 

The retirement features of the plan are based on y;hilosophy 

Zipid., 43, p. 21. 
83pid., 33, pe 16. 








that the employee should share in the responsibility for 

his retirement and that a pension should be an earned right, 

not & charity peyment. The Company hes acted on the premise 

that the burden is not solely on manegement's shoulders, 

however, and thet, like Sccinl Security, the cost shculd 

be shared as a meens of btuilding and maintaining the employ- 

ee's sense of self respect. The success of the plan is 

thus not dependent upon the employer's power to give but 

upon the cooperation of all the forces within the orgéniza- 

tion. 84 

When discussing the problem of pension finance, the ad- 

vanteges of pool, area or industry type plans should not be 
forgotten. The Committee For Economic Development in their 
report on specizli problems of small business has made a sin- 
jlar recommendetion. 

Theat the proprietors of small busir.ess, through their trade 

Smeanizations or other &ppropriate chennels, explore the 

possibilities of arranging employee security programs for 

groups of businesses, in which c@ase costs comperatle to 

those enjoyed ty larger enterprises might be achieved.35 

A pool system for small banks was originated in 1948 by 

Mae Detroit Trust Company in which a deferred-profit sharing 
type of plain was employed. Eich member benk was sxllowed to 
specify what percent of annutl profits were to be assifned 
to the pool fund and how its employees! pension credits were 
to be figured. Ey use of the pool system, the Trust Company 
annual fees were reduced, since a larger fund benefits by 


R 
lower service eHeeeeee © Similar plans have since been estatk- 


Murne Guaranteed Annual Wage: A Small Company's answer ,* 
Fersonnel, January, 1954, p. 299. 
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lished. 

Further experimentation hes been conducted by the 
United Auto fiorkers Union (CIO). In 196¢@, an industry type 
plan was contracted with the Automotive Tool tnd Die Manu- 
facturers Association in Detroit. This plan covered 6,000 
employees of 70 compenies, 2nd provided $1CO a month pen- 
Seon from & fund provided by the arpua. >! 

Another pilot plen of the UA was established in the 
Toledo area, in November of 195C. This plen differed from 
the Detroit plan in that it covered small businesses in 
verious fields of erterprise. The plan gave coverage to 
1250 employees of 19 different companies. Contributions of 
7 cents per hour per employee were made to the srea fund by 
each employer to provide the monthly retirement income of 
$117.50 to covered anplagee.” 

The most recent boost to this type of group plan is 
that which has been prepared by the Bakery and Confectionary 
Workers International Union (AFL). The plan is presently 
being set up as a single fund to cover 160,000 union members 
mereourgnout the country. It will be the first group plan to 
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@ever on industry. 


Dikren Pensions In Detroit," Business .jeek, June 3, 


m950, p. 86. 


Pu area Pensions In Toledo," Business Week, December 15, 
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Such pool, srea or industrial g@g@roup pleas Sre creamed 
with Many advantages. The cost of administration is claimed 
to be much less for one large plan thin for many small ones. 
Vesting privileres are 100% within the member companies. 
And, as a rule, after 2 prescribed period (20 yeers), the 
covered employee retains full vested rights te his pension 
Spedits. Furthermore, such = plan provides for uniform cone- 
Perbutions from the emplovers, and it also provides unifcrm 
retirement benefits to the emplovees. However, the main 
Objectives of group plans are to provide - pension program 
for employers of small concerns who would otherwise find it 
difficult and possibly expensive to estatlish their own pro- 
@ram; and in & similzr vane, to provide a maximum reduction 
meepension costs as provided by large scesle operations 

Advantages are usually eccompanied by disadvantages, 
and the group system is no exception. Some emplovers feel 
that this type of plen gives the union too much control over 
hiring. The pension-fund status of the man to be hired would 
preveil. Employers are also of the opinion thet cempanies 
with a larger numter of younrer employees wonld heave te pay 
More than their share. They further fear no end to the in- 


crease in labor demands concerning emplover contributions.?~ 


aera, Martin &., "Recent Trends in l!anagement-Labor 
perrere Funds,” The Journel of Commerce, New York, June 19, 
Mo, vol. 236, p. §. 


7148 prea Pension Plan Ferks Up," Business “week, I.cvenber 
Beeg5O, p. 120. 

















48 


PENSION PLANS aPFRCPRIATE TC SMALL ERUSINESS 


In deciding on 2 medium to be used in funding a small 
firm's pension program, the employer should keep in mind that 
mae future of his business is flexible. Financial reverses 
may cause the business to terminate. The oe Somme, of con- 
Solidation with 4 larger firm is ever present, and in the case 
of single proprietorships, death may cause the ownership of 
the concern to chenge hands. d4ith these prospects in mind 
it seems apparent that only insured, or at least partially 
insured plans, are appropriate for use by small business. 

One exception to the rule is the case of & small business in- 
cluded in a pool type plan, for which, any funding mediun 

used by large corporations could be suggested. Ir this dis- 
cussion only insured or partially insured plzns will be pre- 


sented. 


Individual Retirement Income Plan 

Mais plan is appropriate fer smell. firms regardlese of 
their size. As a rule, the plan consists of contributing 
devel payments to a pension trust with an appointed trustee. 
The trustee in turn invests these payments in individucl re- 
tirement annuity policies as directed by the terms of the 
plén and trust agreement. The policies are underwritten by 
an insurance company for the individual emplcyee, and are 


kept in trust until such time es the employee retires or ter- 
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minates his service. The level payments sre tased on the 

age of each employee, their respective retiretent dates, and 
the designated smount of retirement benefit to be received. 
The retirement annuity policies are usually comtined with 
some form of life insurance benefit. The usual policy pro- 
vides for $1,000 of insurance for each j10 of monthly retire- 
ment income. For those emplo;ees physically disqualified 

for such life insurance, death benefits may be provided by 
purchasing additional annuity policies which provide the same 
amcunt of benefit at death in returned premiums or césh val- 
ue.?* 

The individual retirement income plan has advantcres for 
the small business. The major advantage being that “fter 

the employee's retirement benefit has been determined, ard 
Pmewennue) cost has been calculated, the responsibility for 
guaranteeing these benefits rests entirely with the insurance 
Gompany. In this type plan the costs will not increase un= 


Hee 


less additional benefits are to be provide Consequently, 
the employer is assured of a maximum commitment for each year 
of the plan. 

The main disadvantages of this type of plan are its lack 


of flexibility and its cost. The cost to the employer in an 


Pidide 2740p. le 


73 Pension mians Bnd Provit-Sharinp Plens; a booklet pre= 
pared by John Hancock ifutuel Life Insurance Compeny, Boston, 
mess. 
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annual fixed commitment during poor profit years could be 
disastrous. The premiums must te prid rerardless of the 
firm's financial conditicn. Policies do have loan value, end 
hence, may be borrowed on by the employer. However, this is 
detrimental to employer-employee relations, end may be de- 
oleared &2 violation of qualificntion by the Purenu of Internal 
Revenue. The cost of administration of this type of plan is 
higher than any other funding eeanea. 7 The death benefit 
expense is unnecessarily high, and the attributed cost must 
be included on the employee's tax returns. Individual policy 
plans, inherently provide literal vesting privileges. The 
Memeeies are ¢iven to the employee upon severance with the 
company, for his continuance. This defeats the purpose of a 
Peesrement plan, in that cash values are distrituted prior 
to retirement. 

The disadvantages of an Individual Retirement Income 
Plan far outweigh the advantages. However, in many extremely 
small businesses, this plan is 2 necessity to provide the 
desired objectives because of the unavailability of other 


options. 


Group Permanent Retirement Income Plan 


This use of group permanent retirement income policies 


has been suggested to alleviate one of the disadvantages of 
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individual retirement income plins. However, the number cf 
employees necessary to meet insurance company group under - 
writing requirements must be availatle. As & rule, froup 
underwriting requires 50 employees or more, but in some cases 
may be offered to companies with only 25 or less participat- 
ing employees. In the use of this policy, life insurance 
covercge is made on : group basis which includes those en- 
ployees unqualified for individual life insursnce coverage. 
Thus, the need is remceved for additional annuity policies 
jor these erievcee)”? 
This type plen is en improvement upon the individual 
retirement income plon. Yet, the same disndvantares prevail 


with the exception of reduced cost attributed to death tenefit. 


Deferred Group Annuity Flan 
The deferred group annuity plan may be utilized by small 
firms having a minimum of 25 eligible employees. However, 
the inclusion of such aaa firms may be restricted by the 
Waws of the individual states. This plan consists of pur- 
chasing, on an annual single premium basis, a deferred an- 
nuity policy for each eligirle employee. The premiums ére 
paid to the insurance company under which the plen has been 


contracted, and e&ch covered employee receives a certificate, 


written by the insurance company, which specifies his benefit. 


7 ae. , Pa Meee US 








The retirement benefit ckligation is shifted to the insur- 
ance company, divesting the employer of further liability as 
long 4s the premiums are paid. The contracted premium rates 
and plan provisions are guaranteed during the initial 5 years 
of the plan. However, ut the end of such time, the rates 
may be increased ty the insurance company to absort any 
losses which may have occured due to the previous agreement. 
Yet, the insurance comp:ny has assured 2 maximum peyment for 
the énnuities preventing recovery of excessive accrued losses 
peer a reasonable length of time. This fact is of frreat 
importence to the small bus inesen 

4 deferred group annuity plan has the advartege in that 
each unit of annuity purchised is fully paid, except for the 
possibility of increased future rates. The administration 
expenses of the plan are transferred to the insurance com- 
pany, end any actusrial services needed are furnished by the 
company to the employer. <A mafor advantage offered by any 
group plan is the reduction in premium costs as compnred to 
that of the individual policy type. Most group annuity con- 
tracts provide that the employer may receive future dividends 
meetne experience of the froup so permits. 

A disadvantage of a deferred f¢roup cnnuity is the lack 
of life insurance benefits. In devising the premium rate, 


mortality is discounted by the company. Hence, upon the 





Goria. 71, p. 38. 








death of the employee before or after retirement, the employ- 
er receives no refund. Cn death prior to retirement the 
employee's beneficiary receives only that amount as has been 
accrued by the annuities purchased.?! Such death benefits 
pricr to retirement should be supplemented by additicnal 
insurance. Upon the death of the employee after retirement, 
the beneficiary receives the remainder of the 2mount of the 
annuity. «another disadvantage of a deferred rroup annuity 
plan muy occur becsuse of the average age of the employees. 
&H small firn may have @ high average age of employees, which 
might necessitate higher annual premiums to faster liquidete 
ene past service liability. After this has been done, past 
service requirements cculd be fully funded in order of age 
Peeor to retirement.?© Usually, there are restrictions con- 
cerning employee contritutions in this type of plar. Mest 
insurance companies specify that a definite required percent- 
age of the total eligible employees must contribute before 
the contributory provision may be included in the plan. This 
type also requires a fixed commitment on the part of the em- 
ployer. 

The cost of a deferred rroup ennuity plen is estimated 
at approximately 10% of the participating payroll. However, 


it is considered as one of the cheaper means of providing an 
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insured plan, mainly due to the advance discounting of mor- 


Redgiey. 


Combination Plan 

The Combination Plan or Blended Plan has been devised 
to incorporate as many advantares as possible in one plan. 
This plan has been created for firms whose employees number 
Beeecor less, In this plan, an ordinary life insurance policy 
With conversion privileres is purchased for exch employee at 
the e¢e of entrance into the retirement progrem. At the 
desi¢nateu retirement age, the life insurance policy is cone 
Seeeeco CON annuity contract by the addition of a lup sue 
meyment, thus previding retirement income. The anount of 
edditional payment required for ccnversicn is specified ty 
Paes insurance company at the issuance of the ordinary life 
policy. The supplemer:tary fund, from which the conversion 
amounts are obtained, is provided by periodic payments mede 
by the employer. This fund may be invested with the insur- 
ance company or formed as a trusteed fund. However, the ccn- 
tratutions to the supplementary fund must accumulete to pre- 
determined smounts necessary to convert the ordinary life 
policies at retirement dates of the participating e:ployees. 


mie principal adventare of ‘the Combination Flan is aus 


7PRefer to Appenaix B, Plan —E, for sample cost figures 
LOOTeIa., HE, p. 22. 
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flexibility. If the conversion fund is’ invested with the 
insurance company issuing the ordinsry life policies, the 
contributions to the fund protably will be reguired in level 
payments, thus eliminating the flexibility feature. However, 
if the fund is formed 1s a self administered trust, the 
flexibility of the plan is quite noticeable. During periods 
Of low profit, when contributions to the plan would not be 
possible, life policy premiums may be paid out of the con- 
version fund. And during profiteble years the fund could te 
built up to take care of any depression years. The process 
could be enacted without detriment to the Géctusrial soundness 
of the plan. It also would be recognized by the Federal Re- 
enue aes. & reduction in cost to the employer may be 
realized by investing the conversion fund at hirher interest 
as provided by banking firms. Vesting privileges are usually 
specified so that the severed employee retains the life 
Gsureance policy, and the funded amount of the trust remeins 
in the fund to reduce costs of the employer. Hence, turnover 
does nct prove too great in added expense. another advantége 
may be incorporated in the plan, if the life insurance con- 
tract is provided by group term life insurance, rather then 
Geen individusl ordinary life policy. If this is done, the 
covered employees would not be subject to income tax on their 
insurance Weer it. Furthermore, 2 tax-advantage may be 


imparted to the beneficiary of a preretirement death, if the 


Wlinia., 69, p. 36. 
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group term insurance aspect is incorporated .?% The ereue 


insurance suggestions may not be avuilable, depending upon 
the size of firm restrictions of the company. 

One disadvantage to this type of plan is very notice- 
able. The plan does require excessive administration ex- 
pense, as in the individual retirement income plan. Never- 


theless, the plan is very applicable to small business.7°4 


Deferred Profit Sharing Plan 

& Deferred Frofit-Sharing Plan is felt by some people 
to be the answer to a small company's pension problems. In 
Mees plan, ar. employer contributes a certain percentare of 
feeeennueai profits to 2 trust fund. This fund is allocated 
among the covered employees of the firm using a formule 
based on their wares, or years of service, or both. Upon 
reaching retirement age, the portion of the fund credited to 
the employee, is disbursed to him in a lump sum, or a paid 
up annuity is purchased for the employee to supply retire- 
ment iicome 1° 


This type of plan is npplicable to small business for 


use of deferring payment of profit sharing funds in the form 


02 tbhid., 4h, bP. 22. 
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of pensions. However, the plin lacks many of the essentials 
of a good pension plan. One attribute is the advantare to 

mene employer of mot having @ Mixed annual commitment. it 
there is no profit, no contribution is reaguired. The profit- 
sharing aspect does provide an incentive to greater employee 
efficiency. Hence, if the profits of the company are high 
over a long period of time, the employee may receive increased 
benefits. Nevertheless, it is possible for the reverse to 
eeeur. 

In spite of these inherent advantages, it has many dis- 
advantages. The inability of a deferred profit-sharing plan 
to provide for adequate past service benefits, is 4 pro- 
nounced disadvantage. lLony service employees can not be pro- 
vided with credits for pest service prior to the establish- 
"ment date of the plan. Hence, the retirement income will te 
inadequate for those emplovees who retire shertly efter the 
plan is initizted. This may lead to problems cecncerning the 
retiring of superannuéted personnel. The reduction of turn- 
Over, due to a profitesharing plan may be obliterated. If 
praduated severance benefit formulas Gre not utilized, the 
employee's share of the fund may induce him to leave the firm 
memorcer to collect his cash benefit. Furthermore, as in @2ny 
profit-sharing plen for pension purposes or otherwise, the 
Gefinition of profits may lead to differences between the 
employer and his employees. Such differences may instigate 


"Fishing Expeditions", and information detrimental to the 











In spite of the disadvantages of a deferred profit- 


sharing plan, many picns of this type are in use and have 


proved successful in small tusiness. 
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SUMMARY 

It hes been explained that since the working population 
1G getting Older, anc since their retirement is not adequate- 
ly provided for, business must help to provide them with ad- 
equate security in the form of pensions. Approximately 99% 
of the business firms of the country are sm&ll business, as 
arbitrarily defined. Hence, the problem arises of how small 
business can provide this security. 

The benefits provided by pension plans both to the em- 
ployee and the employer of a small business have been empha- 
sized. 

The required provisions of the customary private pension 
plan have been discussed, keeping in mind their application 
to small business. An explanation of what these provisions 
mean and their advantages and disadvantages to small business, 
have been presented. In the discussion of each provision, 
recent examples have been stated, and recent trends have been 
noted, to clarify the explanation, and to enlighten the reader 
as to their usuage. 

General types of pension plans in present use by small 
firms have been examined, with the intent to clarify their 
desirability for small business. 

Realizing the fact that the pension problems of two 
businesses are never alike, recommendations of a general 


nature will be stated. 








REC ChLENDaATIONS 


It is yuite apparent from the study of pension plins 
for small business, that an attempt at making specific re- 
commendations would be futile. The problems confronting one 
small tusiness are never identical to those confronting 
another. Therefore, the individual company must decide upon 
& plen which fulfills the need of its employees, and yet, 
may be afforded by the ccmpany. 

With the individuality of the pension problem in mind, 
the following general recommendetions in designing of a plan 
are listed: 

1. Sligibility restrictions should be so designed to in- 
clude as many of the employees as possitle. 

ec. A definite retirement date should be specified, allow- 
ing only necessary exceptions. 

3. Severance benefits should be included on a limited, 
graduated basis. 

uw. Retirement benefits should be rensonable, and based 
enly on the company's sincere ability to pay. 

5. The plan should be actuarially sound and 100% funded. 

6. Provision for employee contributions should be included 
an the plier. 

fee the plan shold be designed to permit "qualification™, 

8. A clause permitting periodic review and amendment of 


the plan should be included. 























& GLOSSARY CF PRINCIPLE TEHKKS USED 


IN 


DISCUSSING PENSION AND CTHiR DEFERRED CCMIPENSATICN PLANS 





‘Prepared from a Seminar of the New York State School of In- 
dustrial and Labor Relations, Cernell University, February 
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GLCSSARY CF TERMS 
USUsL MEANING AS AFILIED TO PENSICI 
aND CTHiR DEFERRED CCMPZNSATICN PLANS 


Fension Flan (Retirement Plan) - A formalized prograu 
for determining lifetime incomes to be paid to en- 
ployees after retirement. 


Funded Plan - Frobable.ccst of ultimete benefits actu 
arially determined and reserve established during 
employees' working yeeérs. 


Partially Funded Flan - Actuarial reserves not fully 
established during employees working years. 


Unfunded (Pay-As-You-Go) Flan - lMeeting pension cests 
only as actual payments are made to pensioners - 
no advance fundine of any kind. 


Insured Flan - A plan funded through an Insurance Con- 
pany. 


(a) Group annuity Plan - sArnuities purchased fer 
each incividual as premiums are pid under 
Eoup CONntraeu, 


(tb) Deposit Administration Plan - Contributions 
ere ee under | group contract and ere ac— 
cumulated with fusranteed interest in an =u. 
allocated fund from which there is drawn at 
an individual's retirement the single premium 
sufficient to purchtse an annuity. 


(c) Immediate Participation Deposit Administré- 
tion Flan - A deposit administration plan un- 
der which the fund, auring its active tern, 
is credited with full interest earnings of 
Insurance Company in lieu cf any minimum f¢uar- 
antee and is reduced only by usctual tenefit 
p8yments end by actuzel allocated expenses in 
lieu of any purchase rate rusrantee. 


(ad) Individual Centract Flan - Contrivtutions are 
used to purchase for each indiviuual a retires 
ment Income contract which may or may net die 
clude life insurénce. 


Self Administered (Trusteed) Flan - Flan funded through 
a trustee which may be a bénk, an individucl or 
ProupmO usta lOve. mecch Verran Betuariaid, 
determined Ssmount is paid to trustee. Fension pay- 
ments will be made from the fund as they fall cue. 








7. 


0. 
a. 


Hie. 


5e 


We 


64 


Velfare Fund Pension Plan - A trust covering « unien a@nd 
a@ group cf emplovers which prevides pension berne- 
fits for eligible emplcyees. Plan may be s®@liegce 
ministered or insured. Required by lAw to have re= 


presentatives of toth employers and union en adiin- 
istrative bo@rd of plan. 


Ce ee CC 

Profit Sharing Pensior Flan - Fercentage cof amnual pro- 
fits ditrituted equitably by formule te acccunties 
each employee. aAccuwnulsted amomnts may te used te 
purcn@se permsions: hus, the amount of caentrivgae 
tiems Getemmines the pemsion:. 


Harift Plan - Employees hake c: ntributions which «re sug. 
plemented in a fixed ratio by employer ccr.tributicns 
which may ve conditioned on available profits. © mee 
cugulated “mounts may be used tc purchase pensions. 
Usually has liberal vesting and cash options. 


7 ve Ne, 
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Contributory Plan ~ Employee pays part of the cost. 
Non-ecntritutory Plan - Exployer pays entire cost. 


Unit Purchase Plan - Formula of pension benefit for each 
year of service is fixed and the ccst varies. 


money Purchase Flan - Formulé of contrilLutions cf each 
year of service is fixed and the amount of pension 
varies. 


Final Pay Flen - smount of pension based on earnings 
just prior tc retirement or the average earnings 
for ae short period of years just prior tc retire- 
ment. May include proportionate reduction fcr 
shorter’ service. 


average Fay, Plan - Amount of pension based on earnings 
aquring crecited years of participation. Includes 
unit Hurchase plan where benefit is 2 percer.tage 
of each year's earnings. 


Flat Benefit Flan - Plan provides uniform pension re- 
gardless of earnings. Usually specifies minimun 
service requirement with proportional reduction for 
shorter service. Benefits from Socinl Security 
often taken as an offset. 


Equity Flan - a fixed portion of funds is invested in 
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equities and amounts of pension payments fluctuate 
with market value and income cr total fund. Diag 
inflation, equity values tend to advance. Thus, 
the purpose of this method is to mitigate effects 
Of winie ei On. 


wo We ae ee Ko 


Mortality Table - A table showing how many individuals, 
starting at a certain age, will be alive at each 
succeeding age. Used to give the protability of 
Gying in, or surviving thro'gh, any period. Based 
on experience of individuals with something in con- 
mon such as sex, type of protection, calendar 
VYEurseeeuc. 


Mortality Table Rated Back (Modified) - Using the mor- 
tality and life expectancy rates for a younger age 
than that shown in the basic table, thus producing 
a new tatle. 


EXSKMPLE: Ist Modification - Age 63 uses age 62 
rates, age 30 uses age 29 rates, etc. 


iortality Table with Projection - A mortality table 
with added variable of calendar year to recognize 
trend of improving mortality. Thus, mortality gage 
at any age varies with year such age is attsined. 


Life Expectancy - Average number of years of survival 
for a group of individuals after 4 given age. 


Discount tor Deaths - Decrease in pension costs result- 
ing frem assumed incidence of deaths both befcre 
and after retirement. 


Actuary - & person skilled in the science of applying 
the probabilities cf longevity to financial and 
other operétions. Recognized professional standing 
is obtained through membership by examination in 
the Society of Actuaries, first as an Associate 
and later as a Fellow. 


Actuarial Equivalent Pensior. - A rate of pension of 
equal value to another after giving consideration 
to altered incidence of mortality, interest and came 
current benefits caused by cpticnal age or form of 
pension. 


Actuarial Reserve - Present value of future pension 
payments which are ccntingent upon the death or 
survivorship of one or more individusls. It is 
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computed of &sBumptiont th:.t intcrest ii] te efi 
ed £t & cp@meified ratewni@,m@rtality rs tegen 
cther cha@nec will follo® 4 Sa@ecified schedule, 


Turnover Rétes - Rates at which emplcyees terminite 
service fcr refsons ot*%er than denth - must Know 
vuriations by age, services, end sex tc be usatle for 
pension cost ccmpubatieons. 


Termination Credits - The funds released for re-alloca- 
tionwhen an employee's service with the company 
ends and he dces not retain a vestec right to re- 
ceive a pension. Dces net aprly to the extent costs 
had @lready teen reduced tr exrected turnover. 
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Future (Current) Service Berefits + Retirement credits 
uecrulmr during the perioc of memtership in ee 
pension plan that is @@ter its installation and 
prier to retirevent. 


Pust (Pricer) Service Benetits - Retirement credits for 
Seu Cescri Cr UOmigear- te t1On Ci pilur. 


Minimum Benefits - n basic ;ensicn which will be rro- 
vided ii standard icrmula shcule prcecdiuce less. 
Benefits from Social Security cften taken as an cff- 
set. 


Supplement:1 Fayments - Payments made out of pocuet te 
retired emplovees i.. dUdition to renefits from per- 
sion plan. 


Vesting - attudinment of a right te a deferred pension 
Rrenoul Une =recessitv c: CG@ilinuinge emplcyment. 


Permanent and Total Disatility Benefit - Incomes for 
emplovees who become physically unable to continue 
Work bul are not cld=encurhn te retire. 
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Future (Current) Service Cost -+- Actuarielly deter:.ined 
anount te fund future service benef ts. 


Step-Rate Funding - Funding each yesr the cost of thet 
Wear’ Ss, Created pemsifem. Ccst per individual 
normally increases each year. 


Level Premium Funding - Funding part or all of the 
pensicn costs by equal ~ayments during each employ- 
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ee's working yeurs. It msy Le level ir dollars or 
a level percentage of enplceyee's earnings. 


(a) Attained Age - Future service costs based on 
ages at installa@tion cof pian or luster ener 
a1tO ple, 


(bd) Entry Age - Current cecsts based on &fes at em- 
plovment or at plén eligibility, whether be- 
fore or after plan installed. 


Normal Cost - Future or current service cost under 
step-reate or under attained age funding; current 
cost under entry age funding. 


Fast Service Liability - Amount ectueriaslly determined 
at start of plan to fund costs of past service tene- 
Tits. 


Moitiel Liability - A type ef past service liability 
used under entry age level funding. It is the 
amount actuarially determined at start of plain to 
fund costs of original members which will not be 
funded by future normal costs. 


Iegezen Iritial Liabiligy - Past service liability cnr 
initial liability which its funded on amount orifpame 
@lly computed; 41l effects of actual experience are 
reflected in normal costs. (this term has occasion- 
ally teen used to refer to the practice of not 
funding any of the principal of pest service 11a- 
Ciilavy or initiaiaeeorli ty.) 


rast Service (Initial Liability) Funding - Paying ceost 
Cf "past service or imipiel liabllity; may De paige 
all at once or amortized over period of years. 
Minimum agpregate payments at any time must be 
eeual to interest on original liatility. @ieximug 
amount that may be used as tax deduction in any one 
YVeow 15 .00eo. Crigimaie 14attlity. 
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@Mualified Plan - A formal, funded, non-discriminetory 
pension plan srppreved ty Bureau of Internal Revenue. 
(Has tax advantages to employer and employee.) 
Section under which it qualifies is 165(a) of the 
Code. 


Nen-qualified Plun - Not approvable by Bureau of Inter- 
nel Revenue. (Ususlly is disadvantageous tax-wise.) 
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Mimeograph 5717 - # release of the Burenu of Internal 
Revenue which descrites: 


(a) Cut-back of benefits to certain high paid em- 


ployees if plan terminates within the first 
TOSvenrs, 


(ob) Minimum rate of funding below which the Bureau 
of Internal Revenue will deem plan.to be ter- 
mineted. 


Deduction under 23(p) - Refers to section of Internal 
Revenue Code under which costs of qualified plans 
are cleimed as business expense. 


Social Security Integration - Testing of ccmtined bene- 
fits provided by social Security plus pensicn puages 
Total shall not be .propertionstely greeter for Hija 
er salaried employees than for lower paia employees. 
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Normal Retirement Date - Date estatlished by plan for 
regular retirement. 


Barly Retirement Date - Date employee may retire prior 
to normal retirement date. 


Deferred Retirement Date - A retirement dite after ncer- 
mil retire.ent date. 
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Retirement annuity - General term fer annual inceme pay- 
able at retirement for life. 


fife Annuity -WWn orm@el income starting St retiremenmg 
@nda continuing for life with ne further payment Gc 
any kind after death. 


modified Cas Refund Annuity - #m«@nnual income start 
ing at retirement and cintinuing for life with 
puarantee UMet if emplemec dies before receiving 
in pension an amount equal te his own ccntributaiem 
and interest, any balance will be paid to his tene- 
Fai oa Wola oP 


Cash Refund annuity - An annuél income starti:g at re- 
Ciredenteema continuin., or live with pmarantvee 
that if employee dies tefore receiving in pension 
the Lovsiv value of Snnuity at retirement date, sam 
balance will be paid to his beneficiary. 











ntingent annul - 
see is fii eee. on a " picieie see rate 
will continue tc the contingent annuitant for life. 
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actuarial Bouiweadent Pension 
Sctwerial Reserve 

actuary 

Attained sge Level Funding 
Average Fay Plan 


Cash Refund Annuity 
Contributery [llar: 
Current Service Benefits 
Current Service Cost 


Deduction under 23(p) 
Deferred Retirement Date 
Deposit Administration Plan 
Disaorlity 

Discount fer Deaths 


Barly Retirement Date 
Entry Age Level Funding 
Equity Plan 


Fine® Fay Flan 

Flat Eenefit Flan 
Prezen initial Wliability 
Funded Plan 

Future Sebvice Benefits 
Future Service Ccst 


Group Annuity Plan 


Immediate Participation Deposit 
administration Flan 

Individual Contract Flan 
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Initial Liability Funding 

Insured Plan 


Joint and Surviver annuity 


Level Premium Funding 
Life Annuity 
Life Expectancy 


Mimeograph 5717 

Minimum Benefits 

~Odified Cash Refund annuity 
kKodified Mortality Table 
Etoney Purchase Plan 
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wortality Table 
wortality Table Rated Back 
Mortality Table with Projection 


Non-Centrivutory Plan 
Non-juealified Plan 
Normal Cost 

Normal Retirement Date 


Fartially Funded Plan 

Past Service Fenefits 

Past Service Funding 

Past Service Liability 

Fay as You Go Flan 

Fension Pian 

Pernignent and Total Discbility 
Prior Service Benefits 

Profit sharigg Pension Vien 


qualified Flan 


Retirement annuity 
Retirement Flan 


Self-suiinistered Flan 
Social Security Integration 
Step-Rite Funding 
Suppleme:.tal Payments 


Ten Years Certain anc Life Annuity 
Terminztion Credits 

rhriit Plan 

Mota. end Pernanent Disability 
Trusteed Flan 

Turnover Rates 


Unfunded Plan 
Unit lurchese Plan 


Vesting 


“welfare Fund Fension Plan 
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SAMPLES OF PaNSICN PLaN CCST FIGURES 
PLUS 
CCNTRaCT PROVISIONS TC WHICH THESE COSTS ARE ATTRIBUTED 






Plan A&A - Combination Type Plan 


Plan B= Group Annuity Tyse Pian 






The cost figures and their corresponding contract previsions 
e been taken from proposed plans designed for specific 
mil businesses cr from small business pension plans now in 
Eect. 
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COST FIGURES - PLAN A 


Yumbe 


fal annual salary of eligible employees----- $ 1135495 





Premium cost _ 
Insurance Pclicies ---------------- $ SC 


deposit to Supplementary Fund ----- $ %,420 yum 





Total first year employer payment ------------ -% bt, 5@3s@ 








ATTRIBUTING PRCVISICNS IN FLAN & 


Method of Funding 
A non-contributory type plan whose funding is accomplished 
through the use of life insurance policies and «= supplemen- 
tary fund. at an employee's retirement date, the life in- 
surance policy will be converted to a paid up annuity. This 
will be combined with the necessary amount of money from the 
supplementary fund to provide the participant with his month- 


ly pension. 


Bleibility 
An employee must have 3 years of service with the company 
and be at least 25 years old and not more than 59 years and 


6 months old. 


Normal Retirement Age 
The normal retirement age for euployees will be age 65, ex- 
cepting that such employees who are between ages 55 years 
ena 6 months and 59 years and 6 months will be retired 10 


years after entering the Flan. 


Retirement Benefit 
The minimum pension benefit to any participant at age 65 
shall be $50 per month. The maximum benefit shall be 4600 


Mermemonth. The formula for arriving et the specific amount 





ES: 


of pension will be 1% of salary for each year of service to 


the Company with a maximum of 30%. 


Severance Benefit 
Each participant shall have, after 10 years of employment, 
meee interest on thescash value of his life insurance: pole 
or policies and in his share of the supplementary fund. 
This interest will increase 20% each year after the 10th 


year of employment. 


Death Benefit 
& death benefit amounting to 100 times the monthly pension 
will be payable to the beneficiary of any employee who is a 
standard insurance risk. For those who are not eligible for 
standard insurance, a lesser amount of life insurance will 


be paid to their beneficiaries. 


Supplementary Fund 
The supplementary fund will be managed by the insurance com- 
pany with a guarantee of 2% interest. All actuarial work is 


without cost. 





COST FIGURES - PLAN B 


Sentributory Group Annuity Type Plan 

Total number of employees: 20 

Number of immediately eligible employees: 11] 

Total annual salary of eligible employees: $63,420 


Pirst year Current Service Cost 


Employees contribute ----------------------- § 1,3392a0m 

Employer contributes ----------------------- > 3,502.92 
Single Premium for Past Service Liability ------- Not Siven 
Suggested annual payment towards Fast Service --- } 3,537.75 


Total first year employer payment --------------- $ 7 OLOwee 
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ATTHIBUTING PRUVISIONS In PLaN B 


iMethod of Funding 
m contributory type plan whose benefits will be provided ty 
meepecial level premium group annuity contrect for groups 
involving 10 to 50 lives. Certificate will be issued to 
employees who join the Plan. Premium under the policy will 
Bewon the level premium basis and will remain unchanged for 
Gn individual until retirement unless there is 4 change in 


the amount of annuity to be provided. 


bis eabidi ty 
hll permanent employees who are employed on s full time 
basis will be eligible for the Flan when they have completed 
3 years of service and provided they have attained age 25, 


nearest birthday. 


Normal Retirement Age 
The normal retirement age for 211 members will be the an- 
niversary of the date of entry of the member or which the 
member is age 65, nearest birthday, except for those mem- 
bers age 56, nearest tirthday, and older, on entry intc the 
plan. These members will be retired on the tenth G&nniversary 
Oietheir date of entry into the Plan or the anniversary near-— 


est age 7C, whichever is earlier. 
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Retirement Benefit 
me  DWue to Future Wervice 
Under this Plan cn retirement each member will receive an 
ineome for life, payable monthly, equal to 3/i of 1% of his 
monthly sulary on entry into the Flan not in excess of $300, 
multiplied by the number of years in the Plan, plus 1-1/2% of 
the excess of such monthly selary over $3CO multiplied by 
the numter of years in the Plan. If the member's salary is 
increased, an additional annuity will be provided ejual to 
the increase in credit times the number of remaining years 
to retirement, providing the increase provides an sunuity of 
at least $5.00. 
B. Due to Past Service 
Additional annuity credit due to pest service will be allow- 
6d those members who join the Plan on its effective date. 
A&A monthly life income will be provided equal to 1/2 ot 1% of 
the member's monthly salary on the effective date cf the Plan 
not in excess of $3CC, multiplied by the numter of years cf 
past service credited plus 1% ct! the excess of such monthly 
salary over $3CO, multiplied ty the member's years of past 


service credited. 


Employee Contributions 
The members will contribute on the basis of 2-1/lig% of their 
salary not in excess of $300 per month and 4-1/2% of that 


portion cf salary in excess of »3CO per month. 
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BPoployer Contributions 
The employer ccntributions will be the amount necessary to 
provide the remaining portion of the retirement income due 
me future service which is nct sid for by the employee's 
@entributions. 
The employer will 2lso contribute the amount necessary to 


purchase the entire income based on past service credit. 


eeverance Benefit 
If a member's employment is terminated after he hes con- 
@eeeeca 10 years of service while covered under the Flan, and 
mene eClects the paid up deferred annuity purchased by his 


meer contributions, the amount of péid up deferred annuity 





Will be increased by 50% of the annuity purchased ty the 
smployer's contributions. For each year of service under 

the Plan in excess of 1C years, this vested annuity will te 
increased by 5% until after 20 years of service under the 
Plan ther2 would be vested in the member 100% of the annuity 
meren.sed by the Zmployer's contributions. 

If a member elects the cash refund of his contributions sfter 
heving elected a paid up deferred annuity, the amount of 

paid up deferred annuity purchased by the Employer's contri- 


butions will be cancelled. 


Death Benefits to Emplcyee's Beneficiary 


Upon death before the normal retirement date there will be 
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Se payinent of an Smount eyuel to the emount of total ¢@ene 


butions theretofore made to the Plan by the member, plus 2% 















interest compounded annually. 

In the event cf the member dying before having received 
monthly income payments equal to the amount he contributed 
tO the Plen, the excess of such contributions, plus 2@ com- 
meund interest, over the total of such monthly income re- 


ceived, will be psid to his named beneficiary. 


Death Benefits to Employer 

Under the Pla: all payments made ty the employer ére dis- 
counted for mortality with the result that the employer's 
@ontributions buy ccnsiderably more income than do the 
member's contributions. For this reason there will be no 
refund to the employer on the death of the member either 


before or after retirement. 
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